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AUDIT RISK 
ALERTS
Investment Companies Industry Developments—1991
Update to AICPA Audit and Accounting Guide
Audits of Investment Companies
AICPA__________________
American Institute of Certified Public Accountants
NOTICE TO READERS
This audit risk alert is intended to provide auditors of financial statements 
of investment companies with an overview of recent economic, industry, 
regulatory, and professional developments that may affect the audits they 
perform. This document has been prepared by the AICPA staff. It has not 
been approved, disapproved, or otherwise acted upon by a senior techni­
cal committee of the AICPA.
Gerard L. Yarnall
Director, Audit and Accounting Guides
Albert F. Goll
Technical Manager, Accounting Standards Division
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Investment Companies 
Industry Developments—1991
Industry and Economic Developments
The investment companies industry continued to experience dramatic 
growth in 1991 and now comprises over 3,300 funds representing in 
excess of $1.2 trillion in mutual fund assets alone. The variety and 
complexity of financial instruments and the types of funds offered to 
investors continued to proliferate. Funds that invest in securities of 
foreign issuers and derivative instruments, such as financial futures, 
forward foreign currency contracts, financial indexes, and options on 
futures, continued to be popular with investors. At the same time, the 
internationalization of securities markets has exposed funds investing 
in international securities to fluctuations not only in securities markets 
but in foreign exchange rates as well.
Tax rules also continued to become increasingly complex and difficult 
to apply to mutual funds. The institution of a federal excise tax in 1988 
requires, generally, that dividends representing at least 98 percent of a 
fund's net investment income (determined on a calendar-year basis) 
and capital-gain net income (determined on an October 31 basis) must 
be declared each calendar year and paid out prior to February 1 of the 
next year to avoid a 4 percent excise tax. The tax rules, originally 
adopted in 1986 to curb perceived abuses of tax straddles or hedge 
transactions, have intensified the need for current tax information. 
Rules promulgated under sections 1256 and 988 of the Internal Revenue 
Code (IRC) require special treatment for fixed-income securities 
denominated in foreign currencies, and for forward currency contracts 
and financial futures contracts.
Regulatory and Legislative Developments
Credit Quality of Money-Market Funds
The Securities and Exchange Commission (SEC) has amended rule 
2a-7 of the Investment Company Act of 1940 to further restrict the types 
of securities that money-market funds may purchase and hold. The 
amendments set specific requirements for "eligible securities" and 
require money-market funds to limit their investments in securities of 
any one issuer to no more than 5 percent of fund assets (measured at
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the time of purchase); and limit investments in securities of all issuers 
having the second-highest rating assigned by any nationally recog­
nized rating organization to no more than 5 percent of fund assets, with 
investment in the securities of one such issuer limited to 
1 percent of fund assets. Furthermore, funds are required to assess 
whether securities receiving downgraded ratings should continue to 
be held and to document such consideration. Money-market funds are 
required to maintain a dollar-weighted average portfolio maturity of 
not more than ninety days and would generally be prohibited from 
purchasing securities with remaining maturities of more than thirteen 
months. Other changes contained in the amended rule require direct 
involvement of a fund's board of directors or trustees in the process 
of assessing portfolio compliance with eligible security guidelines, 
minimal levels of credit risk, and ongoing portfolio diversification; 
notification to the SEC when portfolio securities owned that are in 
default exceed specified limits; and additional prospectus and yield 
advertisement disclosures.
SEC Proposal to Revise the Investment Company Act of 1940
The SEC is continuing its review of public comments on the potential 
reform of the Investment Company Act of 1940 in light of the changing 
global marketplace and the development of new types of securities. 
Proposed changes resulting from the review of the act are expected in 
the near future.
Other Regulatory Proposals
Congress, the SEC, and the National Association of Securities 
Dealers (NASD) are considering several regulatory proposals that 
may affect investment companies in the near future. Among them are 
the following:
• The SEC has proposed amendments to Forms N-1A (for open-end 
funds) and N-2 (for closed-end funds). Generally the proposals 
focus on discussion of fund performance, disclosures relating to 
portfolio managers, and revisions to the per-share table upon 
which auditors must report for certain periods.
• The NASD has proposed amendments to its Rules of Fair Practice. 
The amendments would limit asset-based and deferred sales 
charges and extend the applicability of those rules to mutual 
funds with rule 12b-1 plans.
• Congress is considering legislation (HR2735) that would repeal 
the 30 percent short-term realized gain limitation (short-short 
test), require reporting of historical cost information to mutual-
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fund investors upon sales or exchanges of shares, and exclude 
expense reimbursements from funds' gross income.
• Congress is also considering legislation (the Tax Simplification Act 
of 1991) that would create a new passive foreign corporation, 
replacing both the current foreign personal holding company and 
the current passive foreign investment company.
• Another proposal being considered in Congress (the Investment 
Competitiveness Act of 1991) is intended to remove impediments 
faced by foreign investors who invest in U.S. mutual-funds, such 
as requirements to make distributions of investment income and 
capital gains, through the creation of an International Registered 
Investment Company.
Audit Issues
Valuation of Securities
The market values of certain investments held by investment compa­
nies may not be readily determinable. In view of current economic 
conditions and the potential downgrading of the creditworthiness of 
certain companies, auditors should pay particular attention to the 
valuation of investments for which active markets do not exist or which 
are restricted with respect to resale. Such investments may also include 
floating or variable-rate "senior loans" issued to corporations, partner­
ships, and other entities as part of leveraged buyouts, acquisitions, or 
recapitalizations. They may also include securities of companies that 
are in default on the payment of dividends and interest or that have 
filed for protection under bankruptcy laws. When a security is in 
default, that fact should be specifically indicated in the portfolio listing. 
Moreover, the proliferation of derivative products, such as interest-rate 
swaps, tax-exempt put bonds, calls, floors, securitized obligations, 
futures, forwards, and options, necessitates consideration of financial 
statement presentations, compliance with subchapter M of the IRC, 
and income recognition and pricing issues.
Further, the integration of guarantees by third parties such as banks or 
other financial institutions into new derivative security products requires 
careful consideration when evaluating specific security valuations.
The AICPA Audit and Accounting Guide Audits of Investment Companies 
includes guidance on testing portfolio valuations, including estimates 
of value as determined in good faith by boards of directors. Auditors 
should also consider their reporting responsibilities, as described 
in that guide and in section 404.03 of the SEC's Codification of Finan­
cial Reporting Policies (ASR 118), when securities are valued in good 
faith by boards of directors. The auditor should also consider applying
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procedures such as those described in AICPA Statement on Auditing 
Standards (SAS) No. 11, Using the Work of a Specialist, with regard to 
pricing services that provide price quotations on particular security 
values, because their quality, methodology, assumptions, and exper­
tise may vary.
Foreign Securities
When foreign securities in fund portfolios grow in importance, there 
is a need for additional audit concern regarding existence, value, and 
income recognition and collection. The recent amendments by the SEC 
to rule 144a enabling funds to acquire certain securities considered 
restricted may raise concerns about liquidity that could affect their 
valuation. Many foreign securities are valued based upon the last-sale 
price on the foreign exchange where they are principally traded. Care 
should be exercised if the last sale is not a "current" last sale or if there 
is not sufficient market activity. Additionally, due to the timeliness and 
accuracy of foreign capital changes and dividend reporting, care 
should be exercised to properly report requisite share, dividend, and 
value adjustments.
Tax Qualification
Investment companies that qualify under the special provisions of 
subchapter M of the IRC are not taxed on earnings that are distributed 
to shareholders. Auditors should exercise special care when consider­
ing whether funds have met the quarterly and annual tests imposed by 
the IRC, especially during the first year of operation.
Auditors should also be alert to the tax consequences of investing 
in complex financial instruments. Such investments often result in 
differences between book and tax income and generate income that 
may not be eligible for the 90 percent gross income test or may constitute 
short-short gains currently subject to the 30 percent short-short limit 
specified in the IRC.
Investment companies also must meet certain quarterly diversifica­
tion requirements with respect to total assets. When evaluating 
whether investment companies meet those requirements, auditors of 
single-state municipal-bond funds that have multiple issues guaran­
teed by a single agency or municipality should consider aggregating 
such agency's or municipality's issues into one issue for measuring 
diversification.
Investments in limited partnerships also pose special tax qualifica­
tion and valuation risks.
The increasing complexity of applying current tax rules to innovative 
security products and their effect on fund income and gains can result 
in difficult compliance issues affecting a fund's tax qualification.
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Dual-Class Funds
Several funds offer more than one class of common shares. The 
SEC requires a letter from experts, who generally are such funds' 
independent auditors, opining on the initial design of the system for 
allocating earnings and calculating net asset value per share. Also, on 
an ongoing basis, a report on the design and testing of the system 
should be issued, as described in SAS No. 44, Special-Purpose Reports on 
Internal Accounting Control at Service Organizations. Auditors who issue 
such reports should be aware that SAS No. 44 is being revised to con­
form with the requirements and conceptual framework established in 
SAS No. 55, Consideration of the Internal Control Structure in a Financial 
Statement Audit. The new SAS is scheduled to be issued in early 1992.
Accounting Developments
Retum-of-Capital Reporting
The AICPA Investment Companies Committee has prepared a 
proposed Statement of Position (SOP), Determination, Disclosure, and 
Financial Statement Presentation of Income, Capital Gain, and Return 
of Capital Distributions by Investment Companies, to provide guidance 
on financial reporting by investment companies for distributions 
to shareholders, including returns of capital. The proposed SOP 
recommends that, to avoid shareholder confusion, the term return of 
capital should be used to report only portions of shareholders' 
distributions that are treated as returns of capital for federal income-tax 
computations. An exposure draft of the proposed SOP is expected to 
be issued in early 1992.
High-Yield Bonds
The AICPA Investment Companies Committee has prepared a 
proposed SOP, Financial Accounting and Reporting for High-Yield Securities 
by Investment Companies, to provide guidance to investment companies 
for reporting high-yield securities held as investments. The proposed 
SOP recommends—
• Using the effective interest method to report interest income on 
payment-in-kind (PIK) bonds and step bonds.
• Writing off interest receivable on defaulted high-yield securities 
when realization becomes doubtful, in accordance with Financial 
Accounting Standards Board (FASB) Statement No. 5, Accounting 
for Contingencies, and the allocation of the write off between 
income, for the portion that had been recognized as income, and 
the cost of the related investment for the portion purchased.
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• Reporting capital infusions in support of defaulted high-yield 
securities as additions to cost; reporting of expenditures, other 
than workout expenditures, as additions to cost only to the extent 
that they increase legally enforceable claims against the issuer of 
the securities; and reporting of workout expenditures as operat­
ing expenses.
• Procedures to be considered by auditors for reviewing the valua­
tions of high-yield securities to be reported in financial statements.
An exposure draft of the proposed SOP is expected to be issued in 
early 1992.
Reporting Foreign Exchange Gains and Losses
The AICPA Investment Companies Committee has prepared a 
proposed SOP, Foreign Currency Accounting and Financial Statement 
Presentation for Investment Companies, to provide guidance for computing 
and reporting foreign currency gains and losses under generally 
accepted accounting principles for funds that invest in (1) securities 
denominated or expected to settle in currencies other than U.S. dollars, 
or (2) currencies other than the U.S. dollar, or have foreign currency 
transactions. The proposed SOP would amend the AICPA Audit and 
Accounting Guide Audits of Investment Companies to require reporting of 
all foreign currency gains and losses, and would recommend that 
realized and unrealized foreign currency gains and losses be separately 
reported. The guide currently expresses no preference for separately 
reporting the portion of the change in market value that results from 
foreign currency rate changes. It also states that foreign currency trans­
action gains or losses may be accounted for separately or may be 
combined for reporting purposes with the kind of transaction that 
results in the gain or the loss.
An exposure draft of the proposed SOP is expected to be issued in 
early 1992.
Passive Foreign Investment Companies
Section 1296 of the IRC defines passive foreign investment companies 
(PFICs) as any foreign corporation for which (1) 75 percent or more of 
the gross income of such corporation for the taxable year is passive 
income, or (2) the average percentage of assets by value held by such 
corporation during the taxable year that produced passive income or 
held for the production of passive income is at least 50 percent. Passive 
income generally includes dividends, interest, royalties, rents, and 
annuities. It also includes the excess of gains over losses on the sale or 
exchange of property that gives rise to such income. Income from a
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PFIC can be subject to (1) a federal tax that cannot be passed through 
to shareholders, thereby potentially impacting the fund's net asset 
value, and (2) book or tax differences in the timing and character of 
income. It is the fund's responsibility to identify foreign corporations 
that qualify as PFICs. The Investment Company Institute has compiled 
a partial list of PFICs to help identify securities that qualify.
To the extent that funds receive excess distributions from PFICs by 
receiving certain dividends or by selling stock of the PFICs, the amount 
allocated to the current taxable year can be included in gross income 
as ordinary income. A federal income-tax liability is incurred by 
investment companies at the highest marginal rate for the portion of 
the excess distribution allocated to each post-1986 year other than the 
taxable year in which the distribution occurred. The income subject to 
tax is not included in the investment company's income available for 
distribution. Although investment companies can avoid the imposition 
of the tax by making a qualified electing fund election, most funds will 
not have access to the information to do so. Auditors of investment 
companies holding mutual funds should be alert to the potential tax 
liability with respect to any foreign investments that qualify as PFICs 
and to the impact on net asset value per share.
Reporting Voluntary Waivers of Expenses
Some expenses of many funds, particularly fixed-income funds, are 
waived voluntarily by the investment advisor. The SEC staff has infor­
mally expressed its position that such voluntary waivers should be 
disclosed in a note to the selected per-share data either as a dollar 
amount per-share or as a percentage amount. Additional disclosure is 
not required in the per-share table with respect to expense waivers 
pursuant to limitations imposed under advisory contracts or under state 
"blue sky" laws. Expenses waived or absorbed by the investment advisor, 
including both voluntary and involuntary waivers, must be reflected in 
the statement of operations. Additionally, care should be taken in 
evaluating disclosures made about liabilities recorded in connection 
with any expense waivers that are subject to future payment.
*  *  *  *
This Audit Risk Alert supersedes Investment Companies Industry 
Developments—1990.
*  *  *  *
Auditors should also be aware of the economic, regulatory, and 
professional developments that may affect the audits they perform, as
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described in Audit Risk Alert—1991 (Product No. 022087). Audit Risk 
Alert—1991 was printed in the November 1991 issue of the CPA Letter. 
Additional copies can be obtained from the AICPA Order Department.
Copies of AICPA publications may be obtained by calling the AICPA 
Order Department at (800) 334-6961 (outside New York) or (800) 248-0445 
(New York only). Copies of FASB publications may be obtained directly 
from the FASB by calling the FASB Order Department at (203) 847-0700, 
ext. 10.
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